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Summary 

Private equity and hedge funds are investment pools generally available only to institutions and 
individuals able to make investments in excess of $200,000. Private equity funds acquire 
ownership stakes in other companies and seek to profit by improving operating results or through 
financial restructuring. Hedge funds follow many strategies, investing in any market where 
managers see profit opportunities. The two kinds of funds are generally structured as 
partnerships: the fund managers act as general partners, while the outside investors are limited 
partners. Fund managers are compensated in two ways. First, to the extent that they invest their 
own capital in the funds, they share in the appreciation of fund assets. Second, they charge the 
outside investors two kinds of annual fees: a percentage of total fund assets, and a percentage of 
the fund’s earnings. The latter performance fee is called “carried interest” and is treated as capital 
gains under current tax rules. 

Since the 1 10 th Congress, concerns have been raised that the current tax rules are inequitable and 
inconsistent with some tax policy principles. Proposals that address this concern have focused on 
taxing some portion (or all in some cases) of carried interest as ordinary income. In the 1 13 th 
Congress, the Tax Reform Act of 2014 would tax carried interest, exempting income earned from 
real estate, as ordinary income. S. 268 and the President’s FY2014 Budget Proposal would tax 
carried interest as ordinary income, while taxing another form of compensation, known as 
enterprise value, as capital gains income. According to the Joint Committee on Taxation, the 
provision in the Tax Reform Act of 2014 would raise $3.1 billion in revenue in the FY2014- 
FY2023 budget window, while the provision in the President’s FY2014 Budget Proposal would 
raise $17.4 billion in revenue in the FY2014-FY2023 budget window. 

This report discusses the major issues surrounding the tax treatment of hedge fund and private 
equity managers and will be updated as legislative developments warrant. 
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Background 



Private Equity 

Private equity firms buy and sell other businesses. The industry can be roughly divided into two 
parts: venture capital and buyout funds. Venture capitalists invest in small, startup firms, 
providing financing and management expertise. Their payoff usually comes when the firms are 
sold, either by selling shares into the public stock market through an initial public offering (IPO), 
or by an outright sale to a larger company. 

Buyout funds acquire ownership stakes in businesses of all sizes. The best-known form of buyout 
transaction is the leveraged buyout (LBO). In an LBO, an existing publically traded company is 
purchased using a combination of equity and debt and then taken private. 1 For example, in the 
proposed $24.4 billion LBO of Dell Computers by a group headed by Dell founder and CEO 
Michael Dell a consortium of banks is being used to fund the debt portion of the proposed deal. 2 
If the LBO is completed the company will stop being traded on a public stock exchange (go 
private). 3 

The LBO deal can be very lucrative for the private equity investors: they receive a premium 
above the going market price for their stake in the target, and at the end of the transaction they 
own the entire target company, even though they have sold their shares. After completion of the 
LBO, as owners of a private corporation, they can pay themselves fees, salaries, and dividends 
without having to answer to public shareholders or Wall Street analysts. An increasingly common 
practice is to issue debt and use the proceeds to pay a special dividend to the shareholders — who 
are the private equity investors themselves. 4 At the end of the process, usually several years after 
the acquisition, the company is resold, either to public investors through an IPO (in this case 
called a “reverse LBO”), or to another firm. 



Hedge Funds 

Hedge funds trade in all financial markets, employing a very broad range of investment strategies. 
Some take simple speculative positions on the direction of prices of financial assets — stocks, 
bonds, commodities, currencies, etc. — while others construct very complex portfolios based on 
price relationships across asset classes and across markets, designed to produce positive returns 
whatever the direction of prices in the underlying markets. Some funds follow high risk 
strategies; others are quite conservative. Hedge fund trading is not always based on short-term 
strategies, but in general their investment horizons are shorter than those of private equity funds, 
whose holding periods average 6 to 10 years. 



1 Since the debt component of the purchase price has a lower cost of capital than the equity component, the returns on 
the equity increase as the percentage funded through debt increases. The debt thus effectively serves as a lever to 
increase returns which explains the origin of the term LBO. 

2 Aaron Ricadela, “Dell Sets Vote on CEO’s Buyout, Dismissing Icahn Offer,” Bloomberg.com , May 31, 2013. 

3 Unlike the majority of LBOs, the Dell LBO may be driven by accounting and tax considerations as opposed to 
business strategy. See Matthew Yglesias, “Dell’s Gigantic Tax Dodge,” Slate, February 5, 2013. 

4 Kate Kelly, “Executives Hedge Their Own IPOs,” Wall Street Journal, April 13, 2007, p. Cl. 
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The line between private equity and hedge funds is often blurred. A significant subset of hedge 
funds, called “activist” funds, also operates in the corporate takeover market. Such funds typically 
buy a stake in a public company and then pressure the target firm to make changes in operations 
(such as spinning off underperforming units or assets), governance (e.g., replacing top executives 
or appointing a hedge fund designee to the board of directors), or financial structure (announcing 
a stock buyback or a special dividend) that will boost the share price. If these efforts do not 
succeed in the short term, the funds may hold on to their investments for years, in essence 
replicating the strategy of value investors like Warren Buffett. 



The Boom and Bust 

Between 2000 and 2007, both private equity and hedge funds grew rapidly in size and number, 
because of a number of factors that some call a “perfect storm.” When the bull market ended in 
2000 and interest rates fell, institutional investors such as pension funds and foundations turned to 
“alternative” investments to make up for low yields in traditional asset classes. Hedge funds and 
private equity were the primary beneficiaries of this shift. Falling share prices and the availability 
of low-cost debt capital created an unusually favorable situation for private equity funds: they 
could borrow to finance acquisitions at relatively low cost, and expect to sell into a recovering 
stock market. 

Private equity and hedge fund performance, however, has not been immune to the economic 
turmoil which began in 2008. Hedge funds ended 2008 and 2011 with negative aggregate returns 
for the first times on record (since 2000). 5 Similarly, private equity returns are forecast 
significantly below historical levels through 2014. 

While there are no official or comprehensive statistics on the size of either industry, an often cited 
estimate is that there are now over 9,000 hedge funds, with over $2.2 trillion in investor funds 
under management. 6 A decade ago, the comparable estimates were 2,500 funds and $200 billion 
in capital. In private equity, firms have raised more than $1 trillion in the past decade, with about 
$200 billion-$250 billion in 2006 alone. In 2012, LBOs accounted for 9% of the dollar value of 
all corporate mergers, up from about 2% in the late 1990s but within the range of 3% to 29% 
observed in the past 10 years. 7 In short, private equity and hedge funds, once marginal players, 
now exert what could be characterized as significant influence in the markets where they operate. 
As a result, how those who operate in this industry are taxed, relative to other participants in this 
industry and the general public, has come under increased congressional scrutiny. 



Fund Structure and Compensation 

While private equity firms and hedge funds may differ in their investment strategies, their 
structures are similar. Nearly all are organized as partnerships, which means that their earnings 
are not taxed at the firm level. Most partnerships are simply straightforward conduits of taxable 



5 “HFN Hedge Fund Aggregate Index: Monthly Performance Report: December 2011,” evestment.com, January 2012. 

6 “HFN Hedge Fund Aggregate Index: Monthly Perfonnance Report: November 2012,” evestment.com, December 
2012, and "Hedge Fund Numbers, Assets Hit Record,” Hedge Fund & Private Equity News, December 12, 2012. 

7 “Leveraged Buyout Market,” Mergers & Acquisitions, February 2012. 
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